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section 1244, assuming the various require-
ments of such section are satisfied, and the
remaining $750 will be a capital loss.

Example 2. B owns property with a basis of
$20,000. The fair market value of the property
unencumbered is $15,000 but the property is
subject to a $2,000 mortgage. B transfers the
encumbered property to a corporation for 100
shares of section 1244 stock in an exchange
that qualifies under section 351. The basis of
the shares, determined in accordance with
section 358, is $18,000 or $180 per share, but
solely for purposes of section 1244 the basis is
$13,000 ($130 per share), which is its basis for
purposes other than section 1244, reduced by
$5,000, the excess of the adjusted basis, im-
mediately before the exchange, of the prop-
erty transferred over its fair market value.

Example 3. C transfers business assets to a
corporation for 100 shares of section 1244
stock in an exchange that qualifies under
section 351. The assets transferred are as fol-
lows:

: Fair mar-

Basis ket value
Cash $10,000 $10,000
Inventory . 15,000 30,000
Depreciable property .. 50,000 20,000
Land ..... 25,000 10,000
100,000 70,000

The basis for the shares received by C is
$100,000, which is applied $1,000 to each share.
However, the basis of the shares for purposes
of section 1244 is $70,000 ($700 per share), the
basis for general purposes reduced by $30,000,
the excess of the aggregate adjusted basis of
the property transferred over the aggregate
fair market value of such property.

[T.D. 6495, 256 FR 9679, Oct. 8, 1960]

§1.1244(d)-2 Increases in basis of sec-
tion 1244 stock.

(a) In general. If subsequent to the
time of its issuance there is for any
reason, including the operation of sec-
tion 1376(a), an increase in the basis of
section 1244 stock, such increase shall
be treated as allocable to stock which
is not section 1244 stock. Therefore, a
loss on stock, the basis of which has
been increased subsequent to its
issuance, must be apportioned between
the part that qualifies as section 1244
stock and the part that does not so
qualify. Only the loss apportioned to
the part that so qualifies may be treat-
ed as an ordinary loss pursuant to sec-
tion 1244. The amount of loss appor-
tioned to the part that qualifies is the
amount which bears the same ratio to
the total loss as the basis of the stock
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which is treated as allocated to section
1244 stock bears to the total basis of
the stock.

(b) Example. The provisions of para-
graph (a) of this section may be illus-
trated by the following example:

Example: For $10,000 a corporation issues
100 shares of section 1244 stock to X. X later
contributes $2,000 to the capital of the cor-
poration and this increases the total basis of
his 100 shares to $12,000. Subsequently, he
sells the 100 shares for $9,000. Of the $3,000
loss, $2,500 is allocated to the portion of the
stock that qualifies as section 1244 stock
($10,000/$12,000 of $3,000), and the remaining
$500 is allocated to the portion of the stock
that does not so qualify. Therefore, to the
extent of $2,500, the loss may be treated as an
ordinary loss assuming the various require-
ments of section 1244 stock are satisfied.
However, the remaining $500 loss must be
treated as a capital loss.

[T.D. 6495, 25 FR 9680, Oct. 8, 1960]

§1.1244(d)-3 Stock dividend, recapital-
izations, changes in name, etc.

(a) In general. Section 1244(c)(1) pro-
vides that stock may not qualify for
the benefits of section 1244 unless it is
issued to the taxpayer for money or
other property not including stock or
securities. However, section 1244(d)(2)
authorizes exceptions to this rule. The
exceptions may apply in three situa-
tions: (1) The receipt of a stock divi-
dend; (2) the exchange of stock for
stock pursuant to a reorganization de-
scribed in section 368(a)(1)(E); and (3)
the exchange of stock for stock pursu-
ant to a reorganization described in
section 368(a)(1)(F).

(b) Stock dividends. (1) If common
stock is received by an individual or
partnership in a nontaxable distribu-
tion under section 305(a) made solely
with respect to stock owned by such in-
dividual or partnership which meets
the requirements of section 1244 stock
determinable at the time of the dis-
tribution, then the common stock so
received will also be treated as meeting
such requirements. For purposes of this
paragraph and paragraphs (c) and (d) of
this section, the requirements of sec-
tion 1244 stock determinable at the
time of the distribution or exchange
are all of the requirements of section
1244(c)(1) other than the one described
in subparagraph (C) thereof, relating to
the gross receipts test.
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(2) If, however, such stock dividend is
received by such individual or partner-
ship partly with respect to stock meet-
ing the requirements of section 1244
stock determinable at the time of the
distribution, and partly with respect to
stock not meeting such requirements,
then only part of the stock received as
a stock dividend will be treated as
meeting such requirements. Assuming
all the shares with respect to which the
dividend is received have equal rights
to dividends, such part is the number
of shares which bears the same ratio to
the total number of shares received as
the number of shares owned imme-
diately before the stock dividend which
meets such qualifications bears to the
total number of shares with respect to
which the stock dividend is received. In
determining the basis of shares re-
ceived in the stock dividend and of the
shares held before the stock dividend,
section 307 shall apply as if two sepa-
rate nontaxable stock dividends were
made, one with respect to the shares
that meet the requirements and the
other with respect to shares that do
not meet the requirements.

(3) The provisions of subparagraphs
(1) and (2) of this paragraph may be il-
lustrated by the following examples:

Example 1. Corporation X issues 100 shares
of its common stock to B for $1,000. Subse-
quently, in a nontaxable stock dividend B re-
ceives b more shares of common stock of Cor-
poration X. If the 100 shares meet all the re-
quirements of section 1244 stock deter-
minable at the time of the distribution of
the stock dividend, the 5 additional shares
shall also be treated as meeting such re-
quirements.

Example 2. In 1959, Corporation Y issues 100
shares of its common stock to C for $1,000
and these shares meet the requirements of
section 1244 stock determinable at the time
of the issuance. In 1960, C purchases an addi-
tional 200 shares of such stock from another
shareholder for $3,000; however, these shares
do not meet the requirements of section 1244
stock because they were not originally
issued to C by the corporation. In 1961, C re-
ceives 15 shares of Corporation Y common
stock as a stock dividend. Of the shares re-
ceived, 5 shares, the number received with
respect to the 100 shares of stock which met
the requirements of section 1244 at the time
of the distribution, i.e., 100/300 x 15, shall also
be treated as meeting such requirements.
The remaining 10 shares do not meet such re-
quirements as they are not received with re-
spect to section 1244 stock. The basis of such
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5 shares is determined by applying section
307 as if the 5 shares were received as a sepa-
rate stock dividend made solely with respect
to shares that meet the requirements of sec-
tion 1244 stock at the time of the distribu-
tion. Thus, the basis of the 5 shares is $47.61
(%105 of $1,000).

(c) Recapitalizations. (1) If, pursuant
to a recapitalization described in sec-
tion 368(a)(1)(E), common stock of a
corporation is received by an indi-
vidual or partnership in exchange for
stock of such corporation meeting the
requirements of section 1244 stock de-
terminable at the time of the ex-
change, such common stock shall be
treated as meeting such requirements.

(2) If common stock is received pur-
suant to such a recapitalization partly
in exchange for stock meeting the re-
quirements of section 1244 stock deter-
minable at the time of the exchange
and partly in exchange for stock not
meeting such requirements, then only
part of such common stock will be
treated as meeting such requirements.
Such part is the number of shares
which bears the same ratio to the total
number of shares of common stock so
received as the basis of the shares
transferred which meet such require-
ments bears to the basis of all the
shares transferred for such common
stock. The basis allocable, pursuant to
section 358, to the common stock which
is treated as meeting such require-
ments is limited to the basis of stock
that meets such requirements trans-
ferred in the exchange.

(3) The provisions of subparagraphs
(1) and (2) of this paragraph may be il-
lustrated by the following examples:

Example 3. A owns 500 shares of voting com-
mon stock of Corporation X. Corporation X
revises its capital structure to provide for
two classes of common stock: Class A voting
and Class B nonvoting. In a recapitalization
described in subparagraph (E) of section
368(a)(1). A exchanges his 500 shares for 750
shares of Class B nonvoting stock. If the 500
shares meet all the requirements of section
1244 stock determinable at the time of the
exchange, the 750 shares received in the ex-
change are treated as meeting such require-
ments.

Example 4. B owns 500 shares of common
stock of Corporation X with a basis of $5,000,
and 100 shares of preferred stock of that cor-
poration with a basis of $2,500. Pursuant to a
recapitalization described in section
368(a)(1)(E), B exchanges all of his shares for
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900 shares of common stock of Corporation
X. The 500 common shares meet the require-
ments of section 1244 stock determinable at
the time of the exchange, but the 100 pre-
ferred shares do not meet such requirements
since only common stock may qualify. Of the
900 common shares received, 600 shares
($5,000/$7,500x900 shares) are treated as meet-
ing the requirements of section 1244 stock at
the time of the exchange, because they are
deemed to be received in exchange for the 500
common shares which met such require-
ments. The remaining 300 shares do not meet
such requirements as they are not deemed to
be received in exchange for section 1244
stock. The basis of the 600 shares is $5,000,
the basis of the relinquished shares meeting
the requirements of section 1244.

(d) Change of name, etc. (1) If, pursu-
ant to a reorganization described in
section 368(a)(1)(F), common stock of a
successor corporation is received by an
individual or partnership in exchange
for stock of the predecessor corpora-
tion meeting the requirements of sec-
tion 1244 stock determinable at the
time of the exchange, such common
stock shall be treated as meeting such
requirements. If common stock is re-
ceived pursuant to such a reorganiza-
tion partly in exchange for stock meet-
ing the requirements of section 1244
stock determinable at the time of the
exchange and partly in exchange for
stock not meeting such requirements,
the principles of paragraph (c)(2) of
this section apply in determinating the
number of shares received which are
treated as meeting the requirements of
section 1244 stock and the basis of
those shares.

(2) For purposes of paragraphs (1)(C)
and (3)(A) of section 1244(c), a successor
corporation in a reorganization de-
scribed in section 368(a)(1)(F) shall be
treated as the same corporation as its
predecessor.

[T.D. 7779, 46 FR 29472, June 2, 1981]

§1.1244(d)-4 Net operating loss deduc-
tion.

(a) General rule. For purpose of sec-
tion 172, relating to the net operating
loss deduction, any amount of loss that
is treated as an ordinary loss under
section 1244 (taking into account the
annual dollar limitation of that sec-
tion) shall be treated as attributable to
the trade or business of the taxpayer.
Therefore, this loss is allowable in de-
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termining the taxpayer’s net operating
loss for a taxable year and is not sub-
ject to the application of section
172(d)(4), relating to nonbusiness deduc-
tions. A taxpayer may deduct the max-
imum of ordinary loss permitted under
section 1244(b) even though all or a por-
tion of the taxpayer’s net operating
loss carryback or carryover for the tax-
able year was, when incurred, a loss on
section 1244 stock.

(b) Example. The provisions of this
section may be illustrated by the fol-
lowing example:

Example: A, a single individual, computes a
net operating loss of $15,000 for 1980 in ac-
cordance with the rules of §1.172-3, relating
to net operating loss in case of a taxpayer
other than a corporation. Included within
A’s computation of this net operating loss is
a deduction arising under section 1244 for a
loss on small business stock. A had no tax-
able income in 1977, 1978, or 1979. Assume
that A can carry over the entire $15,000 loss
under the rules of section 172. In 1981 A has
gross income of $75,000 and again sustains a
loss on section 1244 stock. The amount of A’s
1981 loss on section 1244 stock is $50,000. A
may deduct the full $50,000 as an ordinary
loss under section 1244 and the full $15,000 as
a net operating loss carryover in 1981.

[T.D. 7779, 46 FR 29473, June 2, 1981]

§1.1244(e)-1 Records to be kept.

(a) By the corporation—(1) Mandatory
records. A plan to issue pre-November
1978 stock must appear upon the
records of the corporation. Any des-
ignation of post-November 1978 stock
under §1.1244(c)-2(b)(2) also must ap-
pear upon the records of the corpora-
tion.

(2) Discretionary records. In order to
substantiate an ordinary loss deduc-
tion claimed by its shareholders, the
corporation should maintain records
showing the following:

(i) The persons to whom stock was
issued, the date of issuance to these
persons, and a description of the
amount and type of consideration re-
ceived from each;

(ii) If the consideration received is
property, the basis in the hands of the
shareholder and the fair market value
of the property when received by the
corporation;

(iii) The amount of money and the
basis in the hands of the corporation of
other property received for its stock,
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